REPORT OF THE AUDITOR-GENERAL TO THE FREE STATE PROVINCIAL LEGISLATURE 
AND COUNCIL ON THE FINANCIAL STATEMENTS AND PERFORMANCE INFORMATION 
OF MANGAUNG LOCAL MUNICIPALITY FOR THE YEAR ENDED 30 JUNE 2009 
REPORT ON THE FINANCIAL STATEMENTS 

Introduction 

1 . I was engaged to audit the accompanying financial statements of the Mangaung Local 
Municipality (MLM) which comprise the statement of financial position as at 

30 June 2009, statement of financial performance, statement of changes in net assets and 
cash flow statement for the year then ended, and a summary of significant accounting 
policies and other explanatory notes, as set out on pages [xx] to [xx]. 

The accounting officer’s responsibility for the financial statements 

2. The accounting officer is responsible for the preparation and fair presentation of these 
financial statements in accordance with the Statements of Generally Recognised Accounting 
Practice (Statements of GRAP), and in the manner required by the Local Government: 
Municipal Finance Management Act, 2003 (Act No. 56 of 2003) (MFMA) and for such internal 
control as the accounting officer determines is necessary to enable the preparation of 
financial statements that are free from material misstatement, whether due to fraud or error. 

The Auditor-General’s responsibility 

3. As required by section 188 of the Constitution of the Republic of South Africa, 1996 read with 
section 4 of the Public Audit Act, 2004 (Act No. 25 of 2004) (PAA), my responsibility is to 
express an opinion on these financial statements based on my audit in accordance with the 
International Standards on Auditing read with General Notice 616 of 2008, issued in 
Government Gazette No. 31057 of 15 May 2008. Because of the matters discussed in the 
Basis for disclaimer of opinion paragraphs, however, I was not able to obtain sufficient 
appropriate audit evidence to provide a basis for an audit opinion. 

4. Paragraph 1 1 ef seq. of the Statement of Generally Recognised Accounting Practice, 

GRAP 1 , Presentation of Financial Statements (GRAP 1 ) requires that financial reporting by 
entities shall provide information on whether resources were obtained and used in 
accordance with the legally adopted budget. As the budget reporting standard is not effective 
for this financial year, I have determined that my audit of any disclosures made by the MLM 
in this respect will be limited to reporting on non-compliance with this disclosure requirement. 

Basis for disclaimer of opinion 

Property, plant and equipment 

5. As a result of the audit matters detailed below, I was unable to obtain sufficient appropriate 
audit evidence to gain adequate audit assurance as to the following on the assets disclosed 
in the financial statements: 

■ Completeness - that all assets were indeed recorded and accounted for 

■ Existence - that all assets recorded and accounted for did exist 

■ Valuation - that the assets were correctly valued 

■ Presentation and disclosure - that the assets were correctly presented in the financial 
statements 

■ Rights and obligations - that the assets indeed belonged to the municipality 
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In respect of assets with a carrying value of R2 459 196 768 (2008: R2 103 844 428), as 
disclosed in note 1 to the financial statements, the municipality’s records did not permit the 
performance of reasonable alternative audit procedures and I was therefore unable to 
perform all the procedures I considered necessary to obtain adequate audit assurance as to 
the existence, valuation, completeness, presentation and disclosure of and the municipality’s 
rights to property, plant and equipment to this amount. 

(a) For assets with a carrying value of R1 647 499 577 (2008: R954 682 146) the descriptions, 
serial numbers, location and condition of items as indicated in the fixed asset register were 
inadequate for identification purposes. Furthermore, management did not conduct an asset 
verification during the year. Consequently, I was unable to perform all the procedures I 
considered necessary to obtain adequate audit assurance as to the existence, valuation, 
completeness, presentation and disclosure of and the municipality’s rights to property, plant 
and equipment to this amount. 

(b) Property to the value of R77 714 000 (2008: R69 869 000) was identified in the municipality’s 
erven list which has been previously disposed of. Consequently, property, plant and 
equipment and the accumulated surplus are both overstated by R77 714 000. 

(c) An amount of R3 828 070 was disclosed as a decrease in revaluation of land and building 
assets as per note 1 to the financial statements. I could not be provided with detailed 
explanations and a breakdown of this amount. Consequently, I could not determine the 
completeness and valuation of the revaluation reserve, the accumulated surplus and property, 
plant and equipment. 

(d) Paragraph 9 of South African Statement of Generally Accepted Accounting Practice (SA 
Statements of GAAP), IAS 36 (AC128), Impairment of assets requires that property, plant and 
equipment should be assessed for impairment at each reporting date. Management did not 
assess whether there was a decrease in the value of property, plant and equipment during 
the financial year under review. Consequently, I could not get adequate audit assurance as to 
the valuation of the municipality’s property, plant and equipment. 

6. One hundred and ten erven with a total value of R5 020 000 (2008: R9 839 1 00) are included 
in property, plant and equipment, as disclosed in note 1 to the financial statements. These 
erven were not registered in the name of the municipality and therefore did not conform to the 
definition and recognition criteria of property, plant and equipment as stated in paragraphs 10 
and 11 of the Standard of Generally Recognised Accounting Practice, GRAP 17, Property, 
plant and equipment (GRAP 17) and should not be recorded as property of the municipality. 
Consequently, property, plant and equipment and the accumulated reserve are overstated by 
R5 020 000 (2008: R9 839 100). 

7. One hundred and sixty-five erven with a total value of R17 354 200 (2008: R8 031 700) which 
conform to the definition and recognition criteria of property, plant and equipment as stated in 
paragraphs 10 and 1 1 of GRAP 17 and which were identified as municipal property on the 
valuation roll, were not included in the fixed asset register for the year ended 30 June 2009 
and 30 June 2008. Consequently, property, plant and equipment and the revaluation reserve 
are understated by this amount. 
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8. The municipality has not accounted for property, plant and equipment in accordance with 
GRAP 1 , GRAP 16 and GRAP 17 in the following respects: 

(a) Paragraph 5 of the Standard of Generally Recognised Accounting Practice, GRAP 16, 
Investment property requires an asset to be recognised as investment property when it is 
property held to earn rentals or for capital appreciation, or both. Paragraphs 2 and 18 of 
GRAP 16 require a municipality to disclose investment property separately in the financial 
statements. Management has not separately identified its investment property and no 
disclosures have been made of investment property in the financial statements. 

Consequently, I could not obtain adequate audit assurance as to the completeness, valuation, 
existence and presentation and disclosure of investment property and property, plant and 
equipment in the financial statements. 

(b) Paragraph 6 of GRAP 17 requires a municipality to disclose heritage assets separately in the 
financial statements. Management has not completed its processes regarding the 
identification of heritage assets for separate disclosure in the financial statements. 
Consequently, I could not obtain adequate audit assurance as to the completeness, valuation, 
and presentation and disclosure of heritage assets as disclosed in note 1 in the financial 
statements. 

(c) In accordance with paragraph 39 of GRAP 17, the accounting policy indicated that the MLM 
measured land and buildings by using the revaluation model. Contrary to the accounting 
policy, the city council erven listing reflected a total of 1 784 erven (2008: 939 erven) with zero 
values which had not been revalued. Consequently, I could not obtain adequate audit 
assurance as to the completeness and valuation of property, plant and equipment and the 
revaluation reserve as disclosed in the financial statements. 

(d) Paragraph 53 of GRAP 17 requires each part of an item of property, plant and equipment with 
a cost that is significant in relation to the total cost of the item to be depreciated separately. 
Paragraphs 61 and 71 require the municipality to review its assets’ residual values, useful lives 
and depreciation method at least at each reporting date. The municipality has not complied 
with these requirements. Consequently, I could not obtain adequate audit assurance as to the 
valuation of property, plant and equipment and the accuracy of depreciation charges as 
disclosed in note 1 to the financial statements. 

9. Contrary to the definition of an asset as stated in GRAP 1 and GRAP 17, animals owned by 
the municipality and housed in the zoo and nature conservation areas within the Mangaung 
district, have not been recorded in the fixed asset register and accounted for in the financial 
statements. A formally approved and documented policy framework regarding the 
management and valuation of these animals was not in place during the year under review 
and the municipality has not adopted an accounting policy in this regard. Consequently, I was 
unable to obtain adequate audit assurance as to the completeness, valuation, existence, 
presentation and disclosure of, and the municipality’s rights to, these assets. 

10. The depreciation charge on property, plant and equipment as disclosed in the statement of 
financial performance amounted to R121 610 785 (2008: R98 754 924). However, due to the 
matters listed in paragraphs 5 to 9 above I was unable to obtain adequate audit assurance as 
to the accuracy of the depreciation charge for the year. 

Consumer and other receivables 

1 1 . Paragraph 58 of the South African Statement of Generally Accepted Accounting Practice (SA 
Statements of GAAP), IAS 39 (AC 133), Financial Instruments: Recognition and 
Measurement (IAS 39) requires the municipality to assess at each balance sheet date 
whether there is any objective evidence that a financial asset or group of financial assets is 
fully recoverable (impaired). 

■ The total provision for doubtful debts as disclosed in notes 4, 6 and 7 amounted to 
R687 120 781 as determined by management. 
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■ Additional indicators of impairment were identified that were not taken into account in 
management’s impairment calculation. 

■ Based on my calculations the total bad debts and provision for bad debts expense are 
understated by R79 434 402 and non-current receivables are understated by R370 040. 
Consumers were overstated by R62 874 751 and other receivables from exchange 
transactions overstated by R16 929 691 . 

12. Journal allocations amounting to R250 949 841 (2008: R195 816) which were posted 
between unallocated deposit suspense accounts and consumer and other receivables were 
not appropriately reviewed and authorised. I could therefore not determine whether these 
journals were valid and accurately recorded and could therefore not gain adequate audit 
assurance as to the valuation and presentation and disclosure of consumer receivables. 

13. Included in the balance of consumer debtors from exchange transactions, as disclosed in 
note 6 to the financial statements, are suspense accounts for unallocated deposits with a 
credit balance amounting to R15 237 224 (2008: R40 055 414). These unallocated deposits 
represent receipts that have not yet been allocated to the relevant financial statement line 
items as at 30 June 2009. As these payments have not been adequately allocated 
subsequent to year-end, I was unable to obtain adequate audit assurance as to the 
completeness, valuation, presentation and disclosure, and the municipality’s rights to 
consumer and other receivables and the completeness, accuracy and classification of service 
charges and other income as disclosed in the financial statements. 

Non-current receivables 

14. The profit on the sale of the electricity distribution department to Centlec in the 2005-06 
financial year, as determined by the municipality, amounted to R788 999 047 and was 
included in the accumulated surplus balance. There were ambiguities within the sale-of- 
business agreement and sufficient supporting documentation could not be obtained with 
regard to the basis of the valuation and the qualifications of the valuators used. 

Consequently, I was unable to obtain adequate audit assurance as to the valuation of the 
share holders loan and accumulated surplus. The municipality’s records did not permit the 
performance of reasonable alternative audit procedures. 

Defined benefit obligation 

1 5. Paragraph 1 20 of the South African Statement of Generally Accepted Accounting Practice 
(SA Statements of GAAP), IAS 19 (AC 116), Employee Benefits requires that a reconciliation 
of the opening and closing balances of the present value of the defined benefit obligation 
should be disclosed. A valuation was obtained by the municipality from a professional 
valuator for its defined benefit obligation for the current financial year only. No valuation was 
obtained for the 2008 financial year. The valuation of the defined benefit obligation as at 

1 July 2008 was also disclosed in note 14 to the financial statements as the opening balance 
for 1 July 2007. Furthermore, no reconciliation was disclosed in the financial statements for 
the movement of the defined benefit obligation from 1 July 2007 to 30 June 2008. The 
municipality’s records did not permit the performance of reasonable alternative audit 
procedures and I was therefore unable to perform all the procedures I considered necessary 
to obtain adequate audit assurance as to the valuation, presentation and disclosure of the 
related movement in the defined benefit obligation and the charge to the statement of 
financial performance for the prior financial year. 
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Revenue 


16. Open estimates for water services provided amounting to R25 743 106 (2008: R16 393 919) 
were included in service charges revenue relating to the sale of water as at 30 June 2009. 
Based on my calculations the service charges revenue relating to the sale of water is 
overstated by R13 497 136 (2008: R3 183 864) due to meter readings not being taken for 
extensive periods of time and material adjustments having to be processed. Consequently, 
revenue from service charges and consumer debtors is overstated by R13 497 136 (2008: 

R3 183 864). 

Grants and subsidies paid 

17. Grants paid by the municipality to its municipal entity, relating to the equitable share for free 
electricity, as disclosed in note 32 of the financial statements, were understated by 

R18 237 996. Consequently, the inter-suspense account, included under payables from 
exchange transactions, and grants and subsidies paid are understated by R18 237 996 and 
R15 998 216, respectively, and VAT payable is overstated by R2 239 750. 

Capital commitments 

18. Paragraph 83(c) GRAP 17 states that the financial statements shall disclose for each class of 
property, plant and equipment recognised in the financial statements the amount of 
contractual commitments for the acquisition of property, plant and equipment. Management 
did not maintain a contract register which provides particulars, including the committed 
amount, of all approved capital contracts, the expenditure incurred to date and the 
municipality’s future capital commitments in respect of each contract. I was unable to perform 
reasonable alternative audit procedures and consequently, I could not obtain adequate audit 
assurance as to the completeness and valuation of capital commitments totalling 

R527 370 241 (2008: R59 342 410), as disclosed in note 37 to the financial statements. 

Irregular expenditure 

19. In terms of the MLM’s supply chain management policy and section 112(1) of the MFMA, a 
municipality shall award contracts for goods and services in accordance with a system that is 
fair, equitable, transparent, competitive and cost-effective. The following irregular expenditure 
was identified because the above was not complied with. Furthermore, this expenditure was 
not disclosed in the financial statements as irregular expenditure as required by section 
125(2)(d)oftheMFMA: 

(a) In respect of payments totalling R2 770 755 (2008: R6 837 640), no supporting 
documentation, contracts and quotations could be provided for audit purposes. 

(b) In addition to the above, MLM’s supply chain management policy was not followed for 
payments totalling R8 002 788 (2008: R12 051 564) in respect of a combination of the 
following: 

• Tenders did not comply with the conditions and requirements of the bid document or 
contract. 

• Incomplete tender documentation was provided. 

• Invoices were not in the name of MLM. 

(c) Section 62(1 )(f)(iv) of the MFMA was not complied with as the Supply Chain Management 
Policy, section 7.2.21.1, was not adhered to. Deviations on tenders amounting to 

R27 825 171 were not disclosed in a note to the financial statements and deviations from 
tenders amounting to RIO 705 508 were not reported to the council. 
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20. Although irregular, fruitless and wasteful expenditure was identified by the audit process had 
been disclosed in notes 43 and 44 to the financiai statements, other than the amounts 
identified in paragraph 19 above, the municipality has not further investigated its operating 
and capital expenditure to determine whether all matters of irregular, fruitless and wasteful 
expenditure have been appropriateiy identified, investigated and disclosed. I was unable to 
perform reasonable alternative audit procedures. Consequently, I could not obtain adequate 
audit assurance as to the accuracy and completeness of irregular, fruitless and wasteful 
expenditure disclosed in notes 43 and 44 respectively in the financial statements. (All audit 
report exceptions on irregular expenditure including those raised which were 
subsequently disclosed in the AFS) 

Unauthorised expenditure 

21 . In terms of section 1 5(a) and (b) of the MFMA, a municipality may incur expenditure only in 
terms of an approved budget and within the limits of the amounts appropriated for the 
different votes in an approved budget. Unauthorised operating expenditure amounting to 
R207 927 635 was identified on four main votes of the municipality. This unauthorised 
expenditure was not disclosed in the financial statements as required by section 125(2)(d) of 
the MFMA. 

Disclaimer of opinion 

22. Because of the significance of the matters described in the Basis for disclaimer of opinion 
paragraphs, I have not been able to obtain sufficient appropriate audit evidence to provide a 
basis for an audit opinion on the financial statements of the MLM. Accordingly, I do not 
express an opinion on the financial statements. 

Emphasis of matters 

I draw attention to the following matters on which I do not issue a disclaimer of opinion: 

Irregular expenditure 

23. As disclosed in note 43 to the financial statements, irregular expenditure to the amount of 
R39 283 986 (2008: R34 396 877) was incurred during the current financial year due to non- 
adherence to supply chain management policy requirements. This reported irregular 
expenditure was still under investigation. 

Fruitless and wasteful expenditure 

24. As disclosed in note 44 to the financial statements, fruitless and wasteful expenditure to the 
amount of R5 235 (2008: R41 490) was incurred during the current financial year as a result 
of interest levied on overdue accounts due to the non-payment of Eskom. 

Unauthorised expenditure 

25. As disclosed in note 45 to the financial statements, non-budgeted expenditure to the amount 
of R120 251 226 was incurred during the previous financial year, which is regarded as 
unauthorised expenditure. This reported unauthorised expenditure was still under 
investigation. 

Restatement of corresponding figures 

26. As disclosed in note 51 to the financial statements, the corresponding figures for the financial 
year ended 30 June 2008 have been restated as a result of errors of previous years corrected 
during the current financial year. 
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Going concern 

27. As disclosed in note 49 to the financiai statements there is significant uncertainty about the 
municipaiity’s ability to continue as a going concern. This matter is further emphasised by the 
foilowing going concern indicators: 

• Cash and cash equivalents and investments amounting to R237 908 991 were insufficient 
to cover the cash-backed reserves and unspent unconditionai grants which amounted to 
R524 806 659. 

• Current liabiiities amounting to R987 027 091 exceeded current assets amounting to 
R529 535 634. 

• Significant provisions for doubtful debts amounting to R687 120 781 have been raised on 
outstanding debt owed to the municipality as disclosed in notes 4, 6 and 7 in the financiai 
statements. 

OTHER MATTERS 

I draw attention to the following matters that reiate to my responsibiiities in the audit of the 
financiai statements: 

Unaudited supplementary schedules 

28. The municipality provided supplementary information in the financial statements on whether 
resources were obtained and used in accordance with the legally adopted budget, in 
accordance with GRAP 1 . The supplementary budget information set out on pages xx to xx 
does not form part of the financial statements and is presented as additional information. 
Accordingly I do not express an opinion thereon. 

Non-compliance with applicable legislation 

Local Government: Municipal Finance Management Act 

29. Included in gross consumer receivables is an amount of R100 581 534 (2008: R71 996 359) 
which is due to the municipality by government institutions. An amount of R95 517 543 
(2008: R55 379 392) of this balance had been outstanding for longer than 30 days as at 

30 June 2009. 1 could not be provided with adequate evidence that the municipality had 
complied with section 64(3) of the MFMA which requires the accounting officer of the MLM to 
inform the National Treasury in writing of any payments from an organ of state in respect of 
municipal taxes or services which had been outstanding for longer than 30 days. 

30. Payments to suppliers totalling R20 052 006 (2008: R26 846 316) were not made within 30 
days of date of receipt of the relevant invoice or statement, as prescribed by section 65(2)(e) 
of the MFMA. 

31 . Particulars of non-compliance with the MFMA were not disclosed in the notes to the financial 
statements as required by section 125(2)(e) of the act. 

32. Section 52(d) of the MFMA was not complied with as not all quarterly reports were tabled 
and the reports which were tabled were not tabled timeously. 

Local Government: Municipal Systems Act 

33. In terms of sections 3 and 4 of schedule 1 : Code of Conduct for Councillors to the MSA, read 
with rule 13(7) and (8) of the Standing Rules and Orders, Local Government Regulations, 
published on 1 December 2000, a councillor must pay a fine of 10% of his/her monthly salary 
if he/she is absent from a council or committee meeting without applying for leave of 
absence. Notwithstanding the fact that a number of councillors failed to adhere to these rules 
in at least 93 instances (2008: 90 instances) during the year under review, appropriate 
sanctions were not imposed on the relevant councillors. 
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34. According to section 63 of the MSA, a political structure, political office-bearer, councillor or 
staff member of a municipality to whom a delegating authority had been delegated or sub- 
delegated a power or duty must report to the delegating authority at such intervals as the 
delegating authority may require on decisions taken in terms of that delegated or sub- 
delegated power. Monthly reports on the delegated powers for the period July 2008 to 
June 2009 (2008: January to June 2008) could not be obtained for audit purposes. 

35. In terms of section 12(A) of schedule 1 : Code of Conduct for Councillors to the MSA, a 
councillor may not be in arrears with the municipality for rates or service charges for a period 
of longer than 90 days. As disclosed in note 36.7 to the financial statements, 29 (2008: 14) 
councillors were in arrears regarding their municipal rates and service charges for a period 
exceeding 90 days at year-end. 

Governance framework 

36. The governance principles that impact the auditor’s opinion on the financial statements are 
related to the responsibilities and practices exercised by the accounting officer and executive 
management and are reflected in the internal control deficiencies and key governance 
responsibilities addressed below: 

Internal control deficiencies 

37. Section 62(1)(c)(i) of the MFMA states that the accounting officer must ensure that the 
municipality has and maintains effective, efficient and transparent systems of financial and 
risk management and internal control. The table below depicts the root causes that gave rise 
to the deficiencies in the system of internal control, which led to the disclaimer of opinion. 

The root causes are categorised according to the five components of an effective system of 
internal control (the number listed per component can be followed with the legend below the 
table.) In some instances deficiencies exist in more than one internal control component. 


Par. no. 

Basis for disclaimer of opinion 

CE 

RA 

CA 

1C 

M 

5-10 

Property, plant and equipment 

7,5 


3.6 

1 

1 

11 -13 

Consumer and other receivables 

7,5 


6 

1 

1 

14 

Non-current receivables 

7,5 


6 


1 

15 

Defined benefit obligation 

7,5 


6 


1 

16 

Revenue 

7,5 


6 


1 

17 

Grants and subsidies paid 



6 


1 

18 

Capital commitments 

7,5 


6 


1 

19-20 

Irregular expenditure 

4,5 

5 

1.2,3,5,6 


1 

21 

Unauthorised expenditure 

7,5 


1,6 


1 


Overall reflections on the governance framework based on internal control deficiencies 

38. Finance staff had a general lack of understanding the requirements of the new accounting 
framework. This, together with the nature and complexity of the valuation of assets and the 
unavailability of historical cost information, contributed towards qualifications in the financial 
statements of the municipality. The municipality experienced challenges in measuring the 
value of all assets under its ownership as these assets require a high level of specialised 
expertise and knowledge of asset management and systems to ensure fair presentation of 
the amounts reported in the financial statements. A lack of capacity and funding within the 
asset management division also contributed to a lack of improvement over the financial 
management and reporting of assets. 
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39. The accounting officer did not sufficiently monitor the recording and reconciliation of the 
financial records. Sufficient control measures were not developed by the accounting officer 
and chief financial officer, in conjunction with their support team, to address all the 
qualifications reported in the prior years as identified in the action plan. Although draft 
policies and procedures were drawn up during the current financial year they must still be 
approved and implemented. 

40. Leadership instability led to a break-down in control activities and the monitoring thereof as 
officials were suspended during the current financial year and the accounting officer left the 
municipality at the end of the current financial year and was therefore not involved in the 
financial reporting phase and was also not involved in the audit process. 


41. A lack of monitoring in the supply chain management directorate resulted in irregular 
expenditure. 


Legend 

CE = Control environment 

The organisational structure does not address areas of responsibility and lines of reporting to support effective control over 
financial reporting. 

1 

Management and staff are not assigned appropriate levels of authority and responsibility to facilitate control over financial 
reporting. 

2 

Human resource policies do not facilitate effective recruitment and training, disciplining and supervision of personnel. 

3 

Integrity and ethical values have not been developed and are not understood to set the standard for financial reporting. 

4 

The accounting officer/accounting authority does not exercise oversight responsibility over financial reporting and internal 
control. 

5 

Management's philosophy and operating style do not promote effective control over financial reporting. 

6 

The entity does not have individuals competent in financial reporting and related matters. 

7 

RA = Risk assessment 

Management has not specified financial reporting objectives to enable the identification of risks to reliable financial 
reporting. 

1 

The entity does not identify risks to the achievement of financial reporting objectives. 

2 

The entity does not analyse the likelihood and Impact of the risks Identified. 

3 

The entity does not determine a risk strategy/action plan to manage identified risks. 

4 

The potential for material misstatement due to fraud is not considered. 

5 

CA = Control activities 

There is inadequate segregation of duties to prevent fraudulent data and asset misappropriation. 

1 

General information technology controls have not been designed to maintain the integrity of the information system and the 
security of the data. 

2 

Manual or automated controls are not designed to ensure that the transactions have occurred, are authorised, and are 
completely and accurately processed. 

3 

Actions are not taken to address risks to the achievement of financial reporting objectives. 

4 

Control activities are not selected and developed to mitigate risks over financial reporting. 

5 

Policies and procedures related to financial reporting are not established and communicated. 

6 

Realistic targets are not set for financial performance measures, which are in turn not linked to an effective reward system. 

7 

1C = Information and communication 

Pertinent Information is not identified and captured in a form and time frame to support financial reporting. 

1 

Information required to implement Internal control Is not available to personnel to enable internal control responsibilities. 

2 

Communications do not enable and support the understanding and execution of internal control processes and 
responsibilities by personnel. 

3 

M = Monitoring 

Ongoing monitoring and supervision are not undertaken to enable an assessment of the effectiveness of internal control 
over financial reporting. 

1 

Neither reviews by internal audit or the audit committee nor self -assessments are evident. 

2 

internal control deficiencies are not identified and communicated in a timely manner to allow for corrective action to be 
taken. 

3 
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Key governance responsibilities 


42. The MFMA tasks the accounting officer with a number of responsibilities concerning financial 
and risk management and internal control. Fundamental to achieving this is the 
implementation of key governance responsibilities, which I have assessed as follows: 


No. Matter 

Y N 

Clear trail of supporting documentation that is easily available and provided in a 
timely manner 

1. 

No significant difficulties were experienced during the audit concerning 
delays or the availability of requested information. 


X 

Quality of financial statements and related management information 

2. 

The financial statements were not subject to any material amendments 
resulting from the audit. 


X 

3. 

The annual report was submitted for consideration prior to the tabling of 
the auditor’s report. 

X 


Timeliness of financial statements and management information 

4. 

The annual financial statements were submitted for auditing as per the 
legislated deadlines in section 126 of the MFMA. 

X 


Availability of key officials during audit 

5. Key officials were available throughout the audit process. 

X 


Development and compliance with risk management, effective internal control and 
governance practices 

6. 

Audit committee 




• The municipality had an audit committee in operation throughout the 
financial year. 

X 


• The audit committee operates in accordance with approved, written 
terms of reference. 

X 


• The audit committee substantially fulfilled its responsibilities for the 
year, as set out in section 166(2) of the MFMA. 

X 


7. 

Internal audit 




• The municipality had an internal audit function in operation throughout 
the financial year. 

X 


• The internal audit function operates in terms of an approved internal 
audit plan. 

X 


• The internal audit function substantially fulfilled Its responsibilities for 
the year, as set out in section 165(2) of the MFMA. 


X 

8. 

There are no significant deficiencies in the design and implementation of 
internal control in respect of financial and risk management. 


X 

9. 

There are no significant deficiencies in the design and implementation of 
internal control in respect of compliance with applicable laws and 
regulations. 


X 

10. 

The information systems were appropriate to facilitate the preparation of 
the financial statements. 

X 


11. 

A risk assessment was conducted on a regular basis and a risk 
management strategy, which includes a fraud prevention plan, is 
documented and used as set out in section 62(1)(c)(i) of the MFMA. 


X 

12. 

Delegations of responsibility are in place, as set out in section 79/106 of 
the MFMA. 

X 
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No. Matter 

Y 

N 

Follow-up of audit findings 

13. 

The prior year audit findings have been substantially addressed. 


X 

14. 

Oversight resolutions have been substantiaiiy implemented. 


X 

Issues relating to the reporting of performance information 

15. 

The information systems were appropriate to facilitate the preparation of a 
performance report that is accurate and complete. 


X 

16. 

Adequate control processes and procedures are designed and 
implemented to ensure the accuracy and completeness of reported 
performance information. 


X 

17. 

A strategic plan was prepared and approved for the financial year under 
review for purposes of monitoring the performance in relation to the budget 
and delivery by MLM against its mandate, predetermined objectives, 
outputs, indicators and targets as per section 68/87 of the MFMA. 

X 


18. 

There is a functioning performance management system and performance 
bonuses are only paid after proper assessment and approval by those 
charged with governance. 


X 


Overall reflections on the governance framework based on other key governance 

requirements 

43. Management responses to audit findings were not made in a timely manner as a result of 
communication breakdowns between the municipal directorates. 

44. The financiai statements were subject to a number of material corrections as a result of poor 
communication between management and consuitants as well as a lack of supporting 
documentation being supplied to consultants to compile the annual financial statements. 
Sufficient controi measures were not developed by the accounting officer and chief financial 
officer, in conjunction with their support team, to address ali the control and financial 
deficiencies as identified in prior years. 

45. All internal audits per the internal audit plan could not be completed timeously due to a lack 
of capacity and insufficient resources and funding which was brought on due to poor debt 
coilection by the municipality. 

46. Policies and procedures related to financial reporting, risk management and compliance with 
laws and regulations were drafted during the current financial year and must still be approved 
and implemented. 

47. The formal risk assessment was not finalised during the current and prior financiai year and 
draft risk strategies, including a draft fraud prevention plan, were yet to be approved and 
implemented to address the financial and operational risks faced by the municipality. 

48. Sufficient control measures were not developed by the accounting officer and the chief 
financiai officer, in conjunction with their support team, to address all the qualifications 
reported in the prior years as identified in the action pian. Draft policies and procedures were 
only drawn up during the current financiai year which must still be approved and 
implemented. 

49. SCOPA resolutions were not substantiaiiy implemented due to these resolutions not being 
prioritised and addressed by management. 
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50. The internal controls regarding performance management are not effective, efficient and 
transparent to ensure that strategic objectives and targets are aligned to the priorities and that 
actuai performance is accurateiy measured and reported on timeously. This arose as a result 
of leadership instability and communication breakdowns between the different municipal 
directorates. 

51. The municipaiity has an approved performance management system and evaluations are 
performed only for staff on levels 1 to 3. A draft staff evaluation policy has been drawn up for 
all other staff, however, this has not been prioritised for approval and implementation. 

Investigations 

52. During previous year an investigation was conducted by an independent consulting firm on 
request of the entity. The investigation was initiated based on the allegation of possible abuse 
of suspense accounts by employees and had resulted in criminai proceedings being instituted 
against two employees. The investigation had not been compieted at the date of this report 
and the extent of any permanent losses has not yet been established. 

REPORT ON OTHER LEGAL AND REGULATORY REQUIREMENTS 

Report on performance information 

53. 1 have reviewed the performance information as set out on pages xx to xx. 

The accounting officer’s responsibility for the performance information 

54. In terms of section 121(3)(c) of the MFMA, the annual report of a municipality must include 
the annual performance report of the municipality prepared by the municipality in terms of 
section 46 of the MSA. 

The Auditor-General’s responsibility 

55. 1 conducted my engagement in accordance with section 13 of the PAA read with General 
Notice 616 of 2008, issued in Government Gazette No. 31057 of 15 May 2008 and section 
45 of the MSA. 

56. in terms of the foregoing my engagement included performing procedures of an audit nature 
to obtain sufficient appropriate audit evidence about the performance information and reiated 
systems, processes and procedures. The procedures selected depend on the auditor’s 
judgement. 

57. 1 believe that the evidence I have obtained is sufficient and appropriate to provide a basis for 
the review findings reported below. 

Findings on performance information 

Non-compliance with regulatory requirements 

Internai auditing of performance measurements 

58. As a result of the municipal directorates not submitting performance reports timeously the 
internal audit department did not audit the performance measurements on a continuous basis 
and did not submit quarterly reports on their audits to the municipal manager and the 
performance audit committee, as required by section 45 of the MSA. 

No service delivery agreement 

59. The current service delivery agreement in place between the MLM and its municipal entity, 
Centlec, with regard to the provision of electricity as required by section 76 of the MSA has 
lapsed and a new agreement has not yet been concluded on due to communication 
breakdowns between the MLM and Centlec. 
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Usefulness and reliability of reported performance information 

60. The following criteria were used to assess the usefulness and reliability of the information on 
the municipality’s performance with respect to the objectives in its integrated development 
plan: 

• Consistency: Has the municipality reported on its performance with regard to its 
objectives, indicators and targets in its approved integrated development plan 

• Relevance: Is the performance information as reflected in the indicators and targets 
clearly linked to the predetermined objectives and mandate. Is this specific and 
measurable, and is the time period or deadline for delivery specified? 

• Reliability: Can the reported performance information be traced back to the source data 
or documentation and is the reported performance information accurate and complete In 
relation to the source data or documentation? 

The following audit findings relate to the above criteria: 

Inconsistently reported performance information 

61. The municipality has not reported consistently on its performance in the annual performance 
report with regard to 26 objectives, 36 key performance indicators and 90 targets as per the 
approved integrated development plan due to communication breakdowns between the 
different directorates and leadership instability. 

62. The municipality reported on four objectives, indicators and targets in addition to those as per 
the approved integrated development plan. Furthermore, these additional objectives, 
indicators and targets were not included In the approved or adjusted budgets or were not 
approved subsequent to the strategic planning process due to communication breakdowns 
between the different directorates and leadership instability. 

Reported performance information not reievant 

63. The following targets with regards to the objectives were not: 

• specific in clearly identifying the nature and the required level of performance 

• measurable in identifying the required performance 

• time bound in specifying the time period or deadline for delivery 

due to communication breakdowns between the different directorates and leadership 
instability: 

(a) Establish baseline in terms of individual household Income in rural areas 

(b) Establish baseline in terms of number of people in rural areas (migration patterns) 

(c) Improved livelihoods of the poorest by 5%. 

(d) Increase in women’s employment rate. 

(e) Increased number of foreign and provincial students enrolled in the MLM’s centres of 
learning 

64. The following objectives had no targets specified in the integrated development plan due to 
communication breakdowns between the different directorates and leadership instability: 

(a) Economic services - To ensure that Mangaung is promoted as an attractive place to live, 
visit and invest by developing and implementing an incentive scheme and a marketing 
strategy. 

(b) To ensure that required non-MLM resources are mobilised to support the IDP. 
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Reported performance information not reliable 
Lack of source documentation 

65. Sufficient appropriate audit evidence in relation to the reported performance information of 
the foilowing objectives could not be obtained, as the relevant source documentation could 
not be provided for audit purposes due to communication breakdowns between the different 
directorates and leadership instability: 

(a) Development - Promoting economic growth, community resilience and self-resilience 

• Poverty reduction 

• Economic growth 

• Community resilience and seif resilience 

(b) Service deiivery - Promoting service exceiience 

• Basic services avaiiabie 

• Service satisfaction 

• Community based service delivery 

• Economic services 
OTHER REPORTS 
Performance audits 

66. A performance audit concerning infrastructure is in progress. At the date of this report the 
performance audit had not been completed. 

APPRECIATION 

67. The assistance rendered by the staff of the MLM during the audit is sincerely appreciated. 


Pretoria 

30 November 2009 



AUDITOR ObhlERAl 
SOUTH AFRICA 

Auditing to build public confidence 



14 


REPORT ON THE F/NANCIAL STATEMENTS 
Introduction 

1 . I was engaged to audit the accompanying financial statements of Centiec fPM Ltd 
wh,ch comprise the statement of financial posiUon as at 30 June 20M stale™^^^^^ 
financia l performance, statement of changes in net assets and Lsh SSn, the 

The accounting officer's responsibility for the financial statements 

2. The accounting officer is responsible for the preparation and fair presentation of the<.f=> 
financial statements in accordance with the basis of accounting determined bv the National 
Treasury, as set out In accounting policy note 1. and in the manner mS bv the 
Government. Municipal Finance Management Act, 2003 fAct No 56 of 200 ?\ n/iFMA-i ^ 
the Companies Act of South Africa. 1 973 (Act No 61 of 1 973) and for 
as the accounting officer determines is neLsa^'to Vnabt fhe 
statements that are free from material misstatement, whether due to^fraud or error. 

The Auditor-General’s responsibility 

3. As required by section 188 of the Constitution of the Republic of South Africa 1996 

«h sactton 4 of the Public Audit Act, 2004 (Act No. 26 of 2004) (PM) assertion MO of 

'“P^nsiWIily fe to express an opinion onTe 
financial statements based on conducting the audit in accordance with fte International 

If0?/of fl/lfavCsT 616 of 2008. issued in Government oLeul No 

JW57 of 15 May 2008. Because of the matters described in the Basis for disclaimor or 

w'’eTbTs&“S op“™r' 

Basis for disclaimer of opinion 
Property, plant and equipment 

^ unable to obtain sufficient aoDronriat^ 

the following on th^ 

- Completeness - that all assets were indeed recorded and accounted for 

" Existence - that all assets recorded and accounted for did exist 



■ Valuation - that the assets were correctly valued 

■ Presentation and disclosure - that the assets were correctly presented in the financial 
statements 

■ Rights and obligations - that the assets indeed belonged to the municipality 

in respect of property, plant and equipment totaling R701 366 134 (2008: R623 132 576) as 
presented in the statement of financial position, the municipality’s records did not permit the 
performance of reasonable alternative audit procedures and I was therefore unable to 
perform all the procedures I considered necessary to obtain adequate audit assurance as to 
the existence, valuation, completeness, presentation and disclosure of and the 
municipality’s rights to property, plant and equipment to this amount. 

(a) Management has not reviewed the residual values, useful lives and depreciation 
methods of assets as required by International Accounting Standard IAS 16 (AC 123) 
Property, plant and equipment, to ensure that assets are reflected at the correct value in 
the financial statements. 

(b) IAS 16 (AC 123) Property, plant and equipment requires the municipal entity to account 
for major components of some items of property, plant and equipment separately 
because they have useful lives different from those of the items of property, plant and 
equipment to which they relate. Contrary to this requirement, significant components 
with a useful life that differed from that of the main asset have not been identified and 
depreciated separately. Consequently we could not ensure that these assets are 
correctly reflected at the correct value in the financial statements. 

(c) Management has not assessed whether there was any decrease in the value of assets 
(impairment), as required by IAS 36 (AC 128) Impairment of assets. Furthermore 
accounting policy note 1.1 to the financial statements makes no reference to how assets 
are assessed for indicators of impairments and how these are to be accounted for. I was 
unable to quantify the misstatement due to the material effect of scope limitations, 
identified misstatements and other issues of non-compliance with SA GAAP affecting the 
property, plant and equipment as reported in the various financial statements line items 
within this report. 

(d) Paragraph 74(b) of IAS 16 (AC 123) Property, plant and equipment requires the entity to 
disclose assets under construction separately in the financial statements. Assets under 
construction have not been identified and are not disclosed separately in the financial 
statements. Consequently, I could not confirm the extent to which these assets were 
inaccurately classified in the financial statements. 

(e) Property, plant and equipment totaling R15 600 644 which in terms of the recognition 
criteria as set in IAS 16 (AC 123) Property, plant and equipment should have been 
capitalised, had been recorded as repairs and maintenance expenditure. Consequently 
property, plant and equipment are understated and repairs and maintenance 
expenditure overstated by R15 600 644. 

(f) The measurement basis used for determining the gross carrying amount for freehold 
land and buildings was not disclosed in accounting policy note 1.1 to the financial 
statements. Management confirmed that the intention for this category of assets is to be 
revalued as required by IAS 16 (AC123) Property, plant and equipment. Land and 
buildings totalling R20 092 157 (2008: R20 143 664) as per note 2 to the financial 
statements were not revalued, but disclosed at cost. 
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ownership of buildings with a carrying amount of R20 092 157 
(2008. R20 143 664) as per note 2 to the financial statements, could not be obtained. 

(h) For assets with a carrying value of R701 366 134 (2008- R623 132 576) the 

descriptions, serial numbers and location of items as indicated in the fixed asset register 
were inadequate to ensure physical verification. The municipal entity had also not 

SnfirmlftKl Consequently it could not be 
confirmed that all the assets existed (existence), that all assets (completeness) had 

inwt" ^^ 1 ?°^^.?^ and accounted for at the correct amounts (valuation) and that the entity 
indeed had the rights to these assets. ^ 


(i) 


0 ) 


aitl retained income are overstated by an amount of 
R84 364 147 in view of a caiculation error on depreciation for financial years includinq 
and ending prior to 30 June 2008. ^ 

I could not be provided with sufficient appropriate audit evidence for the following 
affecting property, plant and equipment and retained income. Consequentiy it could not 
be confirmed that all the assets existed (existence), that all assets (completeness) had* 

iY)deed1?art^fhA^-^ht^?°^^^^ amounts (valuation) and that the entity 

indeed had the rights to these assets. ^ 

" evidence for reconciliation journals with an absolute value of 

K I 099 256 418. 

094 *^°*^*^ evidence for fixed asset acquisitions for the year amounting to R27 638 


Other financial assets 


6. 


7. 


I could not be provided with sufficient appropriate audit evidence for loans and receivables 

rS nf fi?' ^ financial statements as other financial assets. As a 

Sthii ® long-term and short-term portions 

of these receivables, with closing balances at year-end of R5 589 816 and R513 058 
respectively, were fairly stated. 

The inter-company loan account amounting to R 183 641 389 (2008- R232 477 692) as 
disclosed in note 3 to the financial statements was not initially recognised at fair value and 
subsequently measured at amortised cost using the effective interest rate methoras 
required by SA GAAP. IAS 39 (AC 133) Financial instruments: Recognition and 
measurement. I was unable to quantify the misstatement due to the material effect of scooe 
imi ^ '°ris, I entified misstatements and other issues of non-compliance with SA GAAP 

8. Material net adjustments totaling R7 984 955 were made in the previous year to the inter- 
company loan account in respect of which management was unable to provide me with 
reg**a?!f"* aPPropnate audit evidence. No alternative procedures could be performed in this 

Inventories 


9. 


■'f® disclosed in note 4 to the financial statements were 

f raf "sadle value, as required by SA GAAP IAS 2 

(AOlua) inventories and in line with accounting policy note 1.3. 
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10. The cost formula to be used in the valuation of inventory were not disclosed in accounting 
policy note 1.3, as required by paragraph 36(a) of SA GAAP (AC 108), IAS 2 Inventories. 
Based on management representation, the first-in first-out method was adopted and 
applied. The inventory balance at year-end is understated by R2 045 703 as a result of the 
adopted valuation method not being correctly and consistently applied. 

1 1 . Inventory purchased and received before but paid after year-end, was not taken up on the 
system, resulting in inventory and payables being understated by R5 029 851. 

12. The amount of write-down of inventories and losses of inventories recognised as expenses 
during the period under review were not disclosed in the financial statements as required by 
paragraph 36(e) of SA GAAP, IAS 2 (AC 108) Inventories. Additional disclosures were also 
not made regarding inventory recognised as an expense, expenses incurred in respect of 
raw materials and consumables, and net changes for inventories for the period. 

13. A coal stock write-down journal was processed twice on the system, resulting in inventory 
and retained income being understated by an amount of R1 161 524. 

14. 1 could not be provided with sufficient appropriate audit evidence for the following affecting 
inventory and the retained income. As a result the valuation, existence and completeness of 
inventory balances could not be confirmed. No alternative procedures could be performed in 
this regard. 

(a) Stores adjustment journals relating to inventory count adjustments to the amount of 
R2 803 454 could not be obtained. 

(b) Supporting documentation relating to stock stores issues totaling R8 879 948 could not 
be obtained. 

(c) Supporting evidence for stores purchases amounting to R3 139 326 could not be 
obtained. 

Trade and other receivables 

15. As a result of the audit findings detailed below, I could not confirm that trade and other 
receivables totalling R140 212 388 (2008: R91 895 038) as disclosed in note 5 to the 
financial statements have been fairly stated. 

16. Trade and other receivables were not initially recognised at fair value and subsequently 
measured at amortised cost using the effective interest rate method as required by the 
South African Statement of GAAP, IAS 39 (AC 133) Financial instruments: Recognition and 
measurement. Due to the volume of transactions involved, I could not quantify the extent by 
which trade and other receivables, profit for the year and retained income are misstated in 
this regard. 

17. 1 could not obtain proof that trade and other receivables have been impaired in accordance 
with the requirements of SA GAAP. IAS 36 (AC 128) Impairment of assets. The entity only 
made a general provision for doubtful receivables. As the relevant information was not 
available, I was not able to determine what the impairment charge should have been had 
IAS 36 been applied correctly. I was therefore unable to quantify the amount by which trade 
and other receivables, net profit for the year and retained income for the year are misstated 
in this regard. 
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1 8. A sub-classification of the receivables line item classified in a manner appropriate to the 
entity s operations were not disclosed in the financial statements as required by the 

Statement of Generally Recognised Accounting Practice. GRAP 1 Presentation of financial 
statements. 

19. Based on a comparison made between the financial statements and the last \/AT201 return 
for the period under review, a difference of R5 877 652 was identified. Due to the lack of 
VAT reconciliations, the difference could not be explained. As a resuit, other receivables 
are overstated by R2 637 487 and other payables understated by R3 240 166. Due to the 
l^k of sufficient appropriate audit evidence, I am unable to determine the remaining 
affected account balances, classes of transactions and disclosures in the financial 
statements. 

Retained income 

20. Management was unable to provide me with sufficient appropriate audit evidence as to the 
occurrence, accuracy, completeness and classification of expenditure transactions 
amounting to R86 508 175 as incorporated in the retained income balance at 30 June 2008 
presented in the statement of changes in net assets. The entity’s records also did not 

permit me to perform reasonable alternative procedures with regard to these expenditure 
transactions. ^ 

21. The disclosure of prior period errors as per note 22 to financial statements is not in in line 
with the disclosure requirements of the Statement of Generally Recognised Accounting 
Practice, GRAP 3 Accounting policies, changes in accounting estimates and errors. The 
amounts as disclosed In the note could also not be reconciled with what were disclosed in 
the statement of changes in net assets. An unresolved difference of R48 820 001 was 
identified between the disclosed retained income closing balance as per the statement of 
changes m net assets and the balance recalculated based on the actual movements and 
journals processed to this account. 

Loans from shareholders 

22. In terms of the sale-of-business (SOB) agreement effective from 1 July 2005 entered into 
between Mangaung Local Municipality (MLM) and Centlec according which MLM electricity 
department function was transferred to Centlec, the acquisition of MLM electricity assets 
was financed with a shareholder loan obtained from MLM. 

23. There were ambiguities within the SOB agreement. Consequently, I was unable to obtain 
adequate audit assurance as to the accuracy and correctness of the inception amount. The 
entity s records did not permit the performance of reasonable alternative audit procedures 
AS a result I could not perform all the audit procedures I consider necessary to confirm the 
valuation of the shareholder loan, retained income and the related electricity assets 
mcluded in property, plant and equipment and the accuracy of finance costs as presented 
in the financial statements. 

24. No^iffistanffing the effect of paragraph 23 above, the entity complied with paragraph 43 
1 . (AC133) Financial Instruments: Recognition and measurement regarding 
both the initial and subsequent measurement of the shareholder’s loan. I could, however 
not satisfy myself regarding the effective interest rate used in the initial and subsequent ’ 
measurement of the capital purchase loans. Due to the unavailability of documentation as 
paragraph 23, 1 am unable to quantify the extent by which other financial 
liabilities, retained income and finance cost is misstated by. No reasonable alternative 
procedures could be performed in this regard. 
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other financial liabilities 

25. Other financial liabilities, as disclosed in note 9 to the financial statements consists of 
capital purchase loans to the value of R115 867 998 (2008: R94 838 339). There is no 
agreement in place in respect of these loans governing the applicable interest rate and 
repayment terms. Consequently, I am unable to confirm the obligation of the entity and the 
valuation of this balance or the accuracy of the related interest received. As a result of the 
above, i could also not confirm whether the short term portion of R10 905 285 (2008: 

R5 582 794) was disclosed at the correct value. 

Trade and other payables 

26. As a result of the findings detailed below, I could not confirm whether or not trade and other 
payables as presented in note 1 1 to the financial statements are fairly stated; 

27. As disclosed in the directors’ report, the entity has applied for exemption from normal tax as 
per section 10(1)(c)(A) of the Income Tax Act, 1962 (Act No. 58 of 1962). As at year-end 
the entity had not yet been granted exemption from normal tax by the Commissioner of 
South African Revenue Services. In the absence of the above exemption, the entity had a 
present legal obligation to recognise a current tax liability as well as a deferred tax liability 
as required by IAS 12 (AC 102) Income taxes. This issue was also reported on in the 
previous year. Due to the material effect of scope limitations, misstatements and other 
issues of non-compliance with IAS 18 (AC 1 1 1) Revenue and IAS 39 (AC 133) Financial 
instruments: recognition and measurement and IAS 16 (AC 123) Property, plant and 
equipment referred to in this report, i was unable to quantify the extent by which the income 
tax liability, deferred tax, retained income and Income tax expense are misstated in this 
regard. 

28. Expenditure totaling R4 401 782 incurred before but paid after year-end, was no accrued at 
30 June 2009, resulting in trade and other payables being understated by R4 401 782, 
operating expenses being understated by R3 861 212 and the VAT liability being 
overstated by R540 570. 

29. Sufficient appropriate audit evidence for adjustment journals processed against trade and 
other payables amounting to R29 221 776 could not be provided. The entity’s records did 
not permit the performance of alternative audit procedures in this regard. 

30. In the previous audit report it was reported that an insurance claim received during the 
2006-07 financial year was incorrectly recorded as other payables, instead of revenue. This 
matter was not corrected. As a result trade and other payables are overstated by an 
amount of R5 116 039 and retained income understated with the same amount. 

31 . A provision to the amount of R5 006 438 made in respect of prepaid electricity sales for the 
last week of June 2009, was incorrectly offset against trade and other payables, and not 
included in trade and other receivables as would be appropriate. As a result, trade and 

other payables are understated, and trade and other receivables are overstated by the said 
amount. 

32. The VAT liability amounting to R6 904 374 (2008; R8 963 050) was not presented 

separately on the face of the statement of financial position, as required by paragraph 80 of 
GRAP 1. 
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Revenue 

33. Revenue was not recognised and disclosed at fair value as required by the IAS 18 Due to 
the volume of transactions involved I could not quantify the extent by which revenue and 

finance income have been misstated. No alternative procedures could be performed in this 
rsQsrci, 

34. Accounting policy note 1.8 is not in accordance with IAS 18 , since revenue from the sale of 
prepaid meter vouchers is recognised immediately on receipt of cash and not only at the 
stage when the entity no longer retains continuing managerial involvement to the decree 
usually associated with ownership or effective control over the goods sold. As a result the 
sale of prepaid electricity revenue was incorrectly recognised as revenue, instead of 

of transactions involved and the 
fact that the system could not provide us with the relevant information, I could not quantify 
the e)dent by which revenue Is overstated and deferred income understated. No alternative 
procedures could be performed In this regard. 

35. The completeness and accuracy of departmental consumption amounting R8 659 279 as 
included in revenue, could not be determined due to the lack of information regarding the 
apportionment of the consumption between Centlec and the parent municipality. 

36. Electricity usage differences totaling R25 737 144 in value were identified between the 
system and the underlying meter reading books. As a result I was unable to confirm the 
occurrence and accuracy of these transactions. 

37. As electricity readings were taken on the IS*^ of each month, the cut-off for electricity 
revenue was incorrect, resulting in an understatement of R1 826 710 (2008: R5 069 399). 

38. The sale of electricity and receivables were overstated by R9 507 390 (2008; R3 225 0211 
due to incorrect tariffs implemented on the system and system calculation errors. 

39. 1 could not be provided with sufficient appropriate audit evidence for the following affecting 
revenue, receivables and inter-company loan account. As a result the occurrence, accuracy 
completeness, cut-off and classification of these transactions could not be confirmed No 
alternative procedures could be performed in this regard. 

(a) Meter reading books substantiating revenue on sale of electricity totaling R76 953 122‘ 

(b) Evidence substantiating electronic meter device readings totaling R306 748 421 as 
levied in the debtors subledger; 

(c) Evidence for estimated consumption levied on the electricity billing system Consbill to 

the amount of R4 325 586. . lu 

(d) Approved policy for the basis used to estimate the levies charged for street and traffic 
light consumption amounting to R9 633 036 (2008: R9 256 529). 

R2? eeTm 

subledger journals processed with an absolute value of 

K20 347 687. 

(g) Electronic data supporting revenue from prepaid electricity sales totaling R116 245 343 
and free services recoverable revenue totaling R15 609 035 as per note 12 to the 
financial statements. 

(h) Evidence substantiating public contributions revenue totaling R1 1 850 458 as per note 
1 2 to the financial statements. 
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40. Government grants amounting to R57 800 126 as disclosed in note 12 to the financial 
statements were not recorded as deferred income and recognised as revenue on a 
systematic basis over the periods necessary to match with the related costs for which they 
are intended to compensate, as required by IAS 20 (AC134) Accounting for Government 
grants and disclosure of government assistance. This resulted in the overstatement of 
revenue of R57 799 514 and the understatement of deferred income (current liabilities) by 
the same amount. 

41. The entity did not disclose by way of a note to the financial statements, the nature and 
extent of government grants recognised, and whether there were any unfulfilled conditions 
and other contingencies attached to the government assistance that had been recognised 
as required by IAS 20. 

Operating expenses 

42. An analysis of operating expenses using a classification based on either the nature of 

expenses of their function within the entity, was not presented in the statement of financial 
performance, or disclosed by means of a note to the financial statements, as required bv 
GRAP 1. > 

43. I could not be provided with sufficient appropriate audit evidence for expenditure amounting 
to R3 767 027. The municipal entity’s records did not permit the performance of alternative 
audit procedures to obtain comfort on the occurrence, accuracy, cut-off and classification of 
the expenditure. 

Finance costs 

44. Borrowing costs as included in finance costs presented in the statement of financial 
performance were not capitalised as part of the cost of the underlying assets, as allowed by 
IAS 23 (AC1 14) Borrowing costs, and in line with accounting policy note 1.2. As a result of 
identified weaknesses on the fixed asset register, borrowing costs incurred with regard to 
constructed assets could not be reliably determined. Net finance cost is therefore overstated 
and property, plant and equipment understated by an unknown amount. 

Financial instruments 

45. Financial assets and liabilities are not classified and disclosed in the financial statements in 
accordance with IAS 39 (AC 133) Financial instruments: Recognition and measurement, 

IAS 32 (AC 125) Financial instmments: Presentation and IFRS 7 (AC 144) Financial 
instruments: Disclosures. 

46. The standard requires that financial assets and liabilities have to be divided into the 
following categories: 

• Financial assets or financial liabilities at fair value through profit or loss 

• Held-to-maturity investments 

• Loans and receivables 

• Available-for-saie financial assets 

47. 1 was also unable to confirm the valuation of the amounts as disclosed in note 24 to the 
financial statements due to the material effect on this note of scope limitations, identified 
misstatements and other issues of non-compliance with the applicable basis of accounting 
as defined by National Treasury affecting financial instruments as reported in the various 
financial statements line items within this report. 
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48- In addition to the above, the financial statements do not make reference to the fair value of 
the other financial assets and/or liabilities account balances in such a way that permits it to 
be compared with its carrying amount, as required by IFRS 7, paragraph 25. 

49. The financial statements do not disclose a sensitivity analysis for each type of market risk 
(currency, interest rate, and other price risks) to which the entity is exposed, as required by 
IFRS 7 (AC 144). 

Commitments 

50. The entity did not maintain a contract register which provides particulars of all approved 
capital contracts, the expenditure Incurred to date and the entity's future capital 
commitments in respect of each contract. I was thus unable to confirm whether capital 
commitments amounting to R480 405 679, as disclosed in note 18 to the financial 
statements, were accurate and complete. The entity’s records did not permit the 
performance of alternative audit procedures regarding the accuracy and completeness of 
the future capital commitments. 

51. Comparative information for capital commitments was not disclosed in note 18 to the 
financial statements, as required by GRAP 1. 

Contingent liabilities 

52. Comparative information for contingent liabilities was not disclosed in note 19 to the 
financial statements, as required by paragraph 47 of GRAP 1. As reported in the prior year, 
several amounts totaling R5 680 050 were identified that should have been disclosed. 

Related parties 

53. 1 was unable to quantify the misstatements regarding related-party transactions due to the 
material effect of scope limitations, identified misstatements and other issues of non- 
compliance with the applicable basis of accounting affecting related-party transactions as 
reported on in the various financial statements line items within this report. The entity does 
not have a documented system of identifying, recording and reporting on related-party 
transactions. 

54. Key management personnel compensation totaling R9 140 121 was not disclosed as 
transactions with related parties, as required by IAS 24 (AC126) Related parly disclosures. 

Irregular expenditure 

55. Irregular expenditure totaling R100 967 440 was not reported as required by section 102(1) 
of the MFMA. Also, no disclosures were made in the financial statements in this regard, as 
required by section 125(2)(d)(i) of the MFMA. The following instances of irregular 
expenditure were identified. 

56. Expenditure amounting to R49 435 193 was incurred contrary to the entity's supply chain 
management policy (SCM). This amount includes an amount of R26 106 339 in respect of 
which the required number of quotations were not obtained, and an amount of R21 172 524 
in respect of which tender documentation and/or contracts were not available as 
prescribed. 

57. Payments amounting to R49 000 were made to former directors that were no longer serving 
on the board at the time of payment, resulting in an overpayment of directors fees. 

58. Service level agreements entered into with service providers in terms of which payments for 
the year amounted R3 080 162 could not be provided. 
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59. 1 could not be provided with written delegation of powers in respect of expenditure 
amounting to R38 813 930, as required by section 106 of the MFMA. A similar 
misstatement was reported on in paragraph 43(c) of the 2007-08 audit report. No evidence 
could be obtained of the approval of the delegations of power document, dated 
3 June 2009. 

60. Payments amounting to R804 491 were made to the former chief executive officer after 
date of termination of his contract with effect from 30 November 2008 following a board 
decision to this effect. Included in this amount is a performance bonus to the amount of 
R205 631. 

61. Awards totaling R6 225 897 were made to suppliers for the rendering of goods or services 
for whom the required tax clearance certificates were not obtained. 

62. Cellphone allowances amounting to R25 714 were identified that were paid contrary to the 
requirements of the official cellular phone policy of the entity. 

63. 1 was unable to verify whether employees, with a total cost to company of R1 744 836 per 
annum were indeed employed by the entity as valid employment contracts could not be 
supplied. Consequently, the occurrence and accuracy of such payments made could not 
be verified. 

64. Performance bonuses and acting allowance totaling R714 994 and R43 223 were paid, 
though not supported by performance contracts and letter of appointment. 

Other compulsory disclosures 

65. The entity did not provide supplementary information in the financial statements on whether 
resources were obtained and used in accordance with the legally adopted budget or a 
comparison of actual results to the budgeted figures, as prescribed by the Statement of 
Generally Recognised Accounting Practice, GRAP 1 Presentation of Financial Statements. 

66. The particulars of the non-executive directors’ emoluments totaling R737 000 were not 
separately disclosed in note 21 to the financial statements, as required by section 297(1) of 
the Companies Act, 1973 (Act No. 61 of 1973). Furthermore the executive directors’ 
emoluments disclosed did not contain the financial information in respect of the chief 
financial officer to the amount of R3 661 684. 

67. Particulars of non-compliance with the MFMA were not disclosed in the financial 
statements, as required by section 125(2)(e) of this Act. 

68. Several accounting policies for significant line items were not disclosed in the accounting 
policy note to the financial statements, as required by the GRAP 1. 

Disclaimer of opinion 

69. Because of the significance of the matters described in the Basis for disclaimer of opinion 
paragraphs, I have not been able to obtain sufficient appropriate audit evidence to provide 
a basis for an audit opinion. Accordingly, I do not express an opinion on the financial 
statements. 
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Emphasis of matters 

I draw attention to the following matters on which I do not express a disclaimer of audit opinion: 
Basis of accounting 

70. The municipal entity’s policy is to prepare financial statements on the basis of accounting 
determined by the National Treasury, as set out in accounting policy note 1. 

Other matters 

I draw attention to the following matters that relate to my responsibilities in the audit of the 
financial statements: 

Unaudited supplementary schedules 

71 . The supplementary income statement set out on pages XX to XX do not form part of the 
financial statements and is presented as additional information. I have not audited this and 
accordingly I do not express an opinion on it. 

72. The municipal entity provided supplementary information in the financial statements on 
whether resources were obtained and used in accordance with the legally adopted budget, 
in accordance with GRAP 1 Presentation of Financial Statements. The supplementary 
budget information set out on pages XX to XX does not form part of the financial 
statements and is presented as additional information. Accordingly I do not express an 
opinion thereon. 

Non-compliance with applicable legislation 
Municipal Finance Management Act 

73. Sections 87 of the MFMA was not complied with as the budget and the revised budget of 
the municipal entity were not approved within the specified period. The approved budget 
and adjusted budget were also not made public as required. 

74. Section 99(2)(b) of the A/lFMA was not complied with as the entity did not pay all invoices 
within 30 days of receiving thereof. 

75. Section 127(1) of the MFMA was not complied with as the annual reports for the previous 
three financial years were not submitted to the municipal manager of the parent 
municipality. 

Companies Act 

76. The approved memorandum of association substantiating compliance with the provisions of 
section 54 of the Companies Act could not be supplied. 

77. Section 240 of the Companies Act was not complied with as the register of directors’ 
interest in contracts was not kept. 

Governance framework 

78. The governance principles that impact the auditor's opinion on the financial statements are 
related to the responsibilities and practices exercised by the accounting officer and 
executive management and are reflected in the internal control deficiencies and key 
governance responsibilities addressed below: 
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Internal control deficiencies 


79. Section 62(1)(c)(i) of the MFMA states that the accounting officer must ensure that the 
municipality has and maintains effective, efficient and transparent systems of financial and 
risk management and internal control. The table belovir depicts the root causes that gave 
rise to the deficiencies in the system of internal control, which led to the disclaimer of 
opinion. The root causes are categorised according to the five components of an effective 
system of internal control. In some instances, deficiencies exist in more than one internal 
control component. 


Par. 

No. 

Basis for disclaimer of opinion 

CE 

RA 

CA 

1C 

M 

5 

Property, plant and equipment 

m 

IB 

4.5.6 

IB 

IB 

6-8 

Other financial assets 

1.5,6,7 


4 



9-14 

Inventories 

5 


3 



15-19 

Trade and other receivables 

5 



IB 

1 

20-21 

Retained income 

5 





22-24 

Loans from shareholders 

5 


5,6 

1 


25 

Other financial liabilities 

5 


4 



26-32 

Trade and other payables 

1.5,7 

■ 




33-41 

Revenue 

5 





42-43 

Operating expenses 






44 

Finance costs 



4,5,6 



45-49 

Financial instruments 

1.5.6 


4,6 

1 


50-51 

Commitments 

5 


6 



52 

Contingent liabilities 

5 





53-54 

Related parties 

5.6 


6 



55-64 

Irregular expenditure 

2.3.5.6 


3.4 



65-68 

Other compulsory disclosures 

1.5,6 


4.6 

1 



Overall reflections on the governance framework based on internal control deficiencies 

80. Since the date of establishment several formalised policies and procedures related to 
financial reporting, administrative functions and operational areas have not been developed 
and implemented by management. This has contributed to certain control activities not being 
developed, implemented and monitored to mitigate and address risks over financial 
reporting. 

81. Several ambiguities identified in the sale of business agreement and service delivery 
agreement entered into with the parent municipality, contributed to areas of responsibility 
and lines of reporting to support effective control over financial reporting, not being clearly 
defined. 


IZ 
























82. The former chief financial officer did not sufficiently monitor the recording and reconciliation 
of the financial records. Sufficient control measures were also not developed by the chief 
executive officer and chief financial officer in conjunction with the support team to address 
all the audit findings reported in the prior years. Actions plans to address previous audit 
findings were not timeously implemented. 





The organisational structure does not address areas of responsibility and fines of reporting to support effective control over 
rinancral reporting. 

"Management and staff are not assigned appropriate levels of authority and responsibility (o facititate control over financial 
reporting. 

JHuman re source policies do not fadiitate effective recruitment and training, disciplining and supervision of pereonnel. 

Integrity and ethical values have not been developed and are not understood to set the standard for financial reporting. 

The accounting ofricer/accounfing authority does not exercise oversight responsibility over financial reporting and interna! 
control, 

Manage ment's philosophy and operating style do not promote effective con trol over financial reporting. 

-fX? individuals competent In financial reporting and related matters. ^ ^ 

Management has not specified frnaocial reporting objectives to enable the identification of risks to reliable 'financial 
reporting. 

The entity does not identify risks to the achievement of financial reporting o bjectives. 

The entity does not analyse the likelihood and impact of the risks identified. 

The entity does not determine a risk slrate gy/action plan to manage identified risks. ~ 

materfal misstatement due to fraud Is not considered. 


There is inade quate segregation of duties to prevent fraudulent data and asse t misappropriation. 

information technology controls have not been designed to maintain the integrity of the information system and the 
secunty of the data. 

Manual or automated controls are not designed to ensure that the transactions have occurred, are authorised and are ’ 
completely and accurately processed. 

Actions are not taken to address risks to the achievement of fi nancial reporting oblectives. 

Control activities are not selected and developed to mitigate risks ove r financial reporting. 

Policies and procedures related to financial reporting are not established and communicated. 

■ for financial perfonmant^ measures, which are in turn not linked to an e ffective reward system ^ 


Pertinent information is not identified and captured In a form and time frame to support financial reportfn,^. 

info rmation required to implement internal control Is not available to personnel to enable internal control responslblilties^ 

Communications do not enable and support the understanding and execution of internal control processes and | 3 
responsibilities by personnel ^ 


Ongoing monitoring and supervision are not undertaken to enable an assessment of the effectiveness oMntemai control 1 
over financial reporting. 

Neither reviews by internal audit or the audit committee nor self-assessments are evident. 

Internal control deficiencies are not identified and communicated in a timely manner to allow for corrective action to be ~3" 

ISKGn. 
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Key governance responsibilities 


83. The MFMA tasks the accounting officer with a number of responsibilities concerning 
financial and risk management and internal control. Fundamental to achieving this is the 
implementation of key governance responsibilities, which I have assessed as follows: 


iNa 

I Matter 

I y 

I N 

Clear trail of supporting documentation that Is easily available and provided in a timely manner 

1 

No significant difficulties were experienced during the audit concerning delays or the 
availability of requested information. 

% 

X 

Quality of financial statements and related management information 

2. 

The financial statements were not subject to any material amendments resulting from the 
audit. 


X 

3. 

The annual report was submitted for consideration prior to the tabling of the auditor's report. 

X 


Timeliness of financial statements and management information 

4. 

I The annual financial statements were submitted for auditing as per the legislated deadlines 
I section 126 of the MFMA. 

X 


Availability of key officials during audit 


I Key officials were available throughout the audit process. 

1 


Development and compliance with risk management, effective Internal control and 
practices 

governance 

6. 

Audit committee 




• Centlec had an audit committee In operation throughout the financial year. 


■ 


• The audit committee operates in accordance with approved, written terms of reference. 

X 



• The audit committee substantially fulfilled its responsibilities for the year, as set out in 
section 166(2) of the MFMA. 


X 

7. 

Internal audit 




• Centlec had an internal audit function in operation throughout the financial year. 

X 



• The internal audit function operates in terms of an approved internal audit plan. 


X 




HI 

8. 

There are no significant deficiencies In the design and Implementation of internal control In 
respect of financial and risk management. 


X 

9. 

There are no significant deficiencies In the design and implementation of internal control in 
respect of compliance with applicable laws and regulations. 


X 

10 . 

The information systems were appropriate to facilitate the preparation of the financial 
statements. 


X 

11 . 

A risk assessment was conducted on a regular basis and a risk management strategy, 
which includes a fraud prevention plan, is documented and used as set out in section 
95(c)(i) of the MFMA 


X 

12. 

Powers and duties have been assigned, as set out in section 106 of the MFMA. 


X 

I Follow-up of audit findings t 

13. I 

The prior year audit findings have been substantially addressed. 

Tx 

14. I 

Oversight resolutions have been substantially implemented. 

n/a 

I Issues relating to the reporting of performance information | 

15. 

The information systems were appropriate to facilitate the preparation of a performance 
report that is accurate and complete. 

■ 

HI 

16, 

Adequate control processes and procedures are designed and implemented to ensure the 
accuracy and completeness of reported performance information. 


X 

17. 

A strategic plan was prepared and approved for the financial year under review for 
purposes of monitoring the performance In relation to the budget and delivery by Centlec 
against its mandate, predetermined objectives, outputs, indicators and targets as per 
section 87 of the MFMA. 


X 

18. 

There Is a functioning performance management system and performance bonuses are 
only paid after proper assessment and approval by those charged with governance. 


X 


















Overall reflections on the governance framework based on other key governance 
requirements 

84. Leadership instability at key management positions resulted in financial and risk 

management and internal control responsibilities not being fully achieved. After expiry of his 
contract, the former chief executive officer was appointed on a month-to-month basis. 

During the period under review new board members and senior managers were appointed. 
As a result sufficient actions were not timeously taken to address audit findings and to 
exercise sound corporate governance. 

85. There is not sufficient communication and co-operation between the parent municipality 
and Centlec to ensure that they operate as a team in order to achieve overall set objectives 
and service delivery. 

To date the municipal entity has shared an accounting system and bank account with the 
parent municipality. As a result several controls in respect of record management do not 
reside at the municipal entity. Inadequate filing procedures at the parent municipality have 
resulted in significant limitations of scope during the current and previous years’ audits. As a 
result significant difficulties were experienced in respect of the availability of information. 

87. Management responses to audit findings and requests were not made in a timely manner as 
a result of communication breakdowns between the various departments, as well as a 
breakdown in communication between the entity and the parent municipality. 

88. The financial statements were subjected to material corrections resulting from the audit 
process which are attributable to the weaknesses in design and implementation of internal 
control in respect of financial management, response to identified risks and weaknesses in 
information systems. 

89. The municipal entity shares the audit committee and internal audit functions with the parent 
municipality. No evidence could be obtained of any internal audits being conducted at the 
entity. No evidence of reports being submitted to the audit committee In respect of the entity 
or to the entity’s management could be obtained. The risk assessment was not finalised and 
implemented during the current year. The fraud prevention plan as well as certain Internal 
policies and procedures had not yet been compiled and implemented. 

90. The accounting officer did not prioritise and take appropriate actions to address lack of 
discipline in the supply chain management directorate which resulted in irregular, fruitless 
and wasteful expenditure being incurred. 

Investigations 

91. A comprehensive investigation is being conducted on request of the board to determine the 
cause of any apparent irregularities that may have resulted in irregular and/or fruitless 
expenditure being incurred, and also to determine the cause for a culture of unaccountability 
for misconduct and/or non-compliance with the entity’s legal framework. The investigation 
was still ongoing at the reporting date. 

92. In terms of a SCOPA resolution the parent company is to perform a viability study, to 
determine if Centlec should continue as a separate entity. 

REPORT ON OTHER LEGAL AND REGULATORY REQUIREMENTS 

Report on performance Information 

93. 1 was engaged to review the performance information. 
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The accounting officer’s responsibility for the performance information 

94. In terms of section 121(4)(d) of the MFMA, the annual report of a municipality must include 
an assessment by the entity’s accounting officer of the entity’s performance against any 
measurable performance objectives, set in terms of the service delivery agreement or other 
agreement between the entity and its parent municipality. 

The Auditor-General’s responsibility 

95. 1 conducted my engagement in accordance with section 13 of the PAA read with General 
Notice 616 of 2008, issued in Government Gazette No. 31057 of 15 May 2008 and section 
45 of the MSA. 

96. in terms of the foregoing, my engagement included performing procedures of an audit 

nature to obtain sufficient appropriate audit evidence about the performance information and 
related systems, processes and procedures. The procedures selected depend on the 
auditor’s judgement. 

97. 1 believe that the evidence 1 have obtained is sufficient and appropriate to provide a basis 
for the findings reported below. 

Findings on performance information 

Non compliance with regulatory requirements 

No reporting of performance information 

98. The annual report of Centlec did not include an assessment by the entity’s accounting 
officer of the entity’s performance against any measurable performance objectives, set in 
terms of the service delivery agreement or other agreement between the entity and its 
parent municipality, as required by section 121(4)(d) of the MFMA. 

99. This is as a result of weaknesses in the content of the service delivery agreement, as 
reported in paragraph 109, and the lack of an effective, efficient and transparent system and 
internal controls regarding performance management, which describe and represent how 
the entity’s processes of performance planning, monitoring, measurement, review and 
reporting will be conducted, organised and managed. 

Content of service delivery agreement 

1 00. Contrary to section 93B of the Municipal Systems Act, 2000 (Act No. 32 of 2000) the 
parent municipality did not by agreement with the municipal entity establish annual 
performance objectives and key performance indicators for the municipal entity to be 
included in the entity’s multi-year business plan. Key financial and non-financial 
performance objectives and measurement criteria were therefore not agreed with the parent 
municipality, as contemplated in section 87(5)(d)(i) of the MFMA. 
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Performance information not received in time 

101. An assessment could not be performed on the reliability of the reported performance 
Information, as set out on pages XX to XX of the annual report, since the Information was 
not received in time for audit purposes. 


APPRECIATION 

102. The assistance rendered by the staff of Centlec (Pty) Ltd during the audit is sincerely 
appreciated. 


Bloemfontein 
30 November 2009 
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